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Improving the equity financing 


environment for small business in Canada* 


Introduction 


For some years now, a growing number of Canadians 
have become aware of the importance of small business 
and the unique facets and potential of this sector of the 
Canadian economy. Concerns that this sector is experi- 
encing various difficulties have been reflected in public 
statements, in the media and in studies, briefs and sub- 
missions by informed commentators, professional asso- 
ciations and by government authorities at both the federal 
and provincial levels. 

Many have made proposals for changes in federal 
government policies to alleviate problems faced by this 
sector and to promote and ensure its continued health. 
The federal government, conscious of these problems, 
and acknowledging that small business plays a vital role 
in Canada’s economic development, has responded to 
several of these concerns. For example, the Federal 
Business Development Bank (previously the Industrial 
Development Bank) has loaned some $3.5 billion since 
1944 to some 50,000 small and medium-sized businesses. 
Currently there are over $1.5 billion in loans out to over 
33,000 firms. 


In September 1977, the Minister of State for Small Busi- 
ness, the Honourable A.C. Abbott, announced the federal 
government’s strategy for small business, an outline of 
which was presented in a public document entitled 
“Small Business in Canada: Perspectives”. This report 
included considerable discussions on the financing con- 
cerns of small businesses. It noted, in particular, the 
government’s commitment to examine ways to improve 
the equity financing environment for small business. 

This paper responds to that commitment. It raises for 
public discussion the complexity of the issues associated 
with the availability of venture capital, or as it is some- 
times referred to, risk capital. Several approaches for 
further support in the area of small business equity fi- 
nancing are suggested, in full recognition that any 
identified or perceived problems are interrelated with 
other issues. 

One of the approaches suggested concerns the estab- 
lishment of a small business investment company 
mechanism. Conceptually, such a mechanism would con- 
sist of a number of privately owned and operated com- 
panies, licensed by the government for the purpose of 
providing equity and equity-related financing to small 
businesses. These companies would also be supported 
by the government through, for example, tax incentives 
and guaranteed leverage, without undue interference by 
the government in their day-to-day decision making 
process. 


Minister of State for Small Business Anthony C. Abbott 
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The United States’ experience with their Small Busi- 
ness Investment Company (SBIC) program dates from 
1958. While the U.S. program has not been an unqualified 
success, it has channeled over $3 billion in equity capital 
and long-term debt to over 50,000 small firms. Since 1976 
studies have been conducted by the Small Business Ad- 
ministration, Congress and the Executive Branch in an 
effort to further improve the SBIC mechanism. Final deci- 
sions concerning changes to the program have not yet 
been made. Nevertheless, the commitment to the suc- 
cess of the program is strongly present in both the 
private and public sectors. 

Public debate has been an integral part of the develop- 
ment and improvement of the SBIC program in the U.S. 
This discussion has involved the small business commun- 
ity, the investment community, government agencies, 
political parties and industry spokesmen. Similar public 
involvement is considered essential to the determination 
of the need for such a mechanism in Canada. 

Québec and Ontario have introduced programs 
designed to foster the establishment of private invest- 
ment companies whose purpose is to provide selected 
kinds of small and medium-sized companies with risk 
capital, and several other provinces are examining similar 
proposals. Many small business people and financial 
commentators have pointed to the need for a federal 
program. 

Other courses of action for further government support 
for small business equity financing are raised in this 
paper, including increasing the equity investment activi- 
ties of the Federal Business Development Bank and intro- 
ducing additional tax measures. These are presented in 
order to solicit opinion and comment from the financial 
community, from other governments, and particularly 
from entrepreneurs and small business people. This pro- 
cess will ensure that the ongoing development of federal 
government policies will accurately respond to small busi- 
ness needs in this area. 


Government recognition of the need to support 
Small Business Financing 


Private sources of capital have traditionally provided the 
bulk of the external financing needs of Canadian small 
businesses. Governments or their agencies at both the 
federal and provincial levels have complemented the 
efforts of the private sector by making capital available to 
small businesses through various loan and loan guarantee 
programs and occasionally by making equity investments 
directly in these businesses. Moreover, fiscal measures 
have a significant impact on the availability of financing 
for small businesses — both from external sources and 
those generated from a firm’s day-to-day operations. 

The federal tax structure, for example, has for many 
years provided substantial measures to benefit small 
businesses. Measures relating to capital cost allowances, 
the treatment of R&D expenditures, investment tax 
credits, inventory adjustment allowances, and many 
others, have had a direct and positive impact on the cash 
flow of all companies, including small firms. The lower 
tax rate for small Canadian controlled private corporations 
contributes substantially to the cash flow of these busi- 
nesses. This lower tax rate on the first $150,000 of annual 
income is some 20 to 21 percentage points lower than 
that of larger businesses. It is not widely known that the 
federal revenue foregone as a result of this rate of tax for 
small businesses is estimated to be $900 million in 1978. 


There is no doubt these measures increase the return 
to owners on the capital they have invested in small 
businesses. In addition, the owners benefit from the tax 
treatment of dividends and capital gains. The favourable 
treatment of stock options for employees of Canadian 
controlled private corporations should also be noted. 

It obviously is not possible to assess the Canadian tax 
system in a vacuum, without reference to some standard. 
Comparisons with the tax structures of other countries is 
one way of looking at the overall adequacy of the Cana- 
dian system. A review of the tax treatment of small 
businesses in Canada and in the United States does not 
reveal any wide disparities. In fact, there are several as- 
pects of the Canadian structure that make it more 
generous. 

In addition to tax initiatives, the federal government has 
several programs which support the financing needs of 
small businesses. The Federal Business Development 
Bank, as previously noted, provides term loans to small 
and medium-sized businesses. In addition, the FBDB is 
rapidly becoming the largest institutional supplier of 
equity financing to small and medium-sized firms — its 
investments in its portfolio companies total close to $45 
million. 

Under the Small Businesses Loans Act (SBLA) the 
federal government guarantees loans up to $75,000 to 
businesses with gross revenues of less than $1.5 million. 
From the inception of the SBLA program in January 1961 
to December 1977, 48,858 loans have been made fora 
total amount of $577 million. At the present time there is 
some $233 million in outstanding loans under this Act. 

In 1976, several of the programs of the Department of 
Industry, Trade and Commerce in support of innovation 
and industrial adjustment were merged into one — the 
Enterprise Development Program (EDP). This program has 
a primary focus on the support of smaller and medium- 
sized companies. Under the EDP, the federal government 
provides direct grants for innovation and insures loans by 
private lenders, such as chartered banks, to eligible firms 
undertaking major restructuring projects designed to 
achieve international competitiveness. In the current 
fiscal year, expenditures under this program for innova- 
tion projects are estimated to be $25 million, and the loan 
guarantee side of the program has recently been ex- 
panded from $250 million io $350 million. 


Small Business Equity Financing: the debate today 


Few other small business issues have received more 
attention recently than that concerning the availability of 
risk capital for small firms in their early stage of develop- 
ment or in the process of expansion. On the one hand, 
some studies conclude that there is a severe shortage of 
risk capital for small business, while, on the other hand, 
many claim that the best ideas are usually successful in 
obtaining financing. Both are simplistic responses to a 
very complex problem. 
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There is a general consensus that it is extremely diffi- 
cult to predict which ventures will be successful or to 
what extent the various levels of risk will result in com- 
mensurate levels of reward. More fundamentally, it is 
difficult to predict the potential of unproven innovations. 
However, there seems to be little doubt that there are 
sound business ideas and projects which for one reason 
or another do not obtain adequate equity financing. This 
does not in itself suggest that there is a shortage of risk 
capital as there are many reasons why these ventures 
might not be successful in obtaining the required 
financing. 

Although it is not possible to accurately measure the 
demand for, or the supply of, risk capital, a number of 
observations concerning the issue have been made. From 
the viewpoint of many investors, investments in small 
venture activities: (i) generally offer low returns relative to 
high risks; (ii) require relatively greater investments in 
investigation and research costs; (iii) require relatively 
greater need for supervision; and (iv) are relatively more 
difficult to divest. In addition, existing tax measures may 
be viewed as offering an attractive alternative to direct 
savings to other channels such as Registered Retirement 
Savings Plans (RRSPs), Registered Home Ownership 
Savings Plans (RHOSPs), and the Multiple Unit Residen- 
tial Buildings (MURBs) measure. 

Moreover, for the prospective investor, an assessment of 
an entrepreneur’s potential may be complex because: (i) it 
may be difficult for the investor to assess the entrepre- 
neur’s skills and the viability of his or her ideas; (ii) the 
entrepreneur may lack the skills and resources to prepare 
comprehensive business plans and financial package pro- 
posals; (iii) he or she may demand too high a price for 
equity ownership in the business; and (iv) he or she may 
wish to maintain complete control over the venture and 
may not be interested in the participation and advice of 
“outsiders’’. 

Conversely, from the viewpoint of some entrepreneurs: 
(i) capital is not available or is available at too high a price 
and under unreasonable conditions; (ii) the search for 
Capital is extremely frustrating and time consuming 
because of the lack of information concerning the avail- 
ability of capital, the lack of concern for urgency on the 
part of investors, and their overwhelming need for de- 
tailed business plans before they ever will consider inves- 
tigating a venture; (iii) a high level of investment by 
outsiders may result in loss of control over a venture by 
the founding entrepreneur; and (iv) wide dispersal of 
shares of a small business may result in the need for it to 
qualify as a public company and so forfeit the small busi- 
ness tax rate. 

Essentially, private individuals constitute the most fre- 
quently used source of capital in the early stages of a 
small business’ development. However, a number of 
serious barriers exist which impede the flow of funds 
from individuals into such enterprises (e.g. their inability 
to provide secondary financings). Apart from private indi- 
viduals, the banking system is a major source of financ- 
ing for small businesses. However, banks cannot meet all 
of the financing needs of small businesses. Bank loans, 
usually secured by the assets of a business and the per- 
sonal guarantees of its owners, can satisfy only the rela- 
tively low-risk needs. 


Venture capital companies would appear to be the most 
appropriate vehicle for providing risk capital to small 
businesses. In reality, for a number of reasons their activi- 
ties have been declining in recent years. Finally, it is no 
longer possible to bring the securities of a small young 
company onto the public market. 


Possible courses of action 


There is no doubt that the problem of the availability of 
risk capital for small businesses is extremely complex. It 
is, moreover, a problem whose solution embodies many 
components: the respective viewpoints of the investors 
and seekers of risk capital, liquidity problems, the overall 
state of the economy and the state of capital markets, 
and fiscal and monetary environments, e.g. regulations 
and taxation policies to mention a few. 

It follows that any comprehensive approach adopted by 
the government to encourage small business equity 
financing must involve the private sector to the greatest 
degree possible and, at the same time, recognize the 
need for government support aimed at either levering pri- 
vate sources of capital or directly complementing the role 
of the private sector, or both. Such an approach should 
also acknowledge the need to build upon experience in 
the light of various existing uncertainties and the fact 
that no one measure can Solve all the risk financing prob- 
lems encountered by small businesses. Finally, prior to the 
introduction by the federal government of any additional 
initiatives, the adequacy or inadequacy of existing mea- 
sures, including provincial initiatives, taxation policy, 
and other federal programs, such as the FBDB, must be 
considered. 

Accordingly, it would appear that one or more of a 
number of possible courses of action can form the basis 
of an adopted approach, should it be accepted that addi- 
tional government measures are clearly required to en- 
hance the availability of risk capital for small business. 


*Presented for Public Discussion by the Hon. A.C. Abbott, Minister of 
State for Small Business. 


4 Canada Commerce ITC Newsletter Special Edition — May 1978 


The Role of Small Business 


Small businesses produced about 20 per cent of the value 
of all Canadian goods and services in 1974 and they em- 
ployed 1,850,000 Canadians, accounting for 33 per cent of 
the private sector work force. 

There are approximately 800,000 such enterprises in 
Canada. Of those small businesses, close to 240,000 are 
incorporated while some 360,000 are unincorporated 
partnerships and proprietorships. The remainder is com- 
prised of some 200,000 professionals and commissioned 
sales personnel. 

For statistical purposes, a small business is defined as 
a manufacturing firm employing fewer than 100 workers, 
or anon-manufacturing firm employing fewer than 50 
workers. 

In 1973, 88 per cent of all Canadian businesses em- 
ployed 100 workers or less. Of these, 80 per cent em- 
ployed fewer than 50 people. 

The following tabie shows the percentage of small 
firms engaged in the various industrial sectors and, in 
some cases, their corresponding percentage of sales. 


Percen- 

Number  tageof 

of busi- Small Percen- 

nesses Busi- tage of 
Sector in 1974 nesses Sales 
Primary Manufacturing 15,701 78.4 
Secondary Manufacturing 22,693 82.5 
Transportation 50,659 98.2 22 
unincorporated 41,419 
Construction 90,120 96.4 1228 
Wholesale 87 13.9 
Retail 96.3 36.2 
Other services 98.5 5522 
Financial 74,503 97.4 PT 
unincorporated 10,385 


(many of the incorporated businesses in this category are invest- 
ment companies not engaged in an active business or are real 
estate holding companies.) 


Two new tax changes for small businesses have 
been announced by the Finance Minister and the 
Minister of State for Small Business 


Legislation has been introduced to permit the tax-free 
transfer of small business holdings from a parent to a 
child or grandchild. The new tax provisions will take 
effect immediately. 

The changes allow a deferral of up to $200,000 in capi- 
tal gains when shares of an incorporated small business 
are transferred between generations of a family. The 
$200,000 is a lifetime maximum, applying whether the 
shares are transferred during the taxpayer’s lifetime or at 
death. 

The measure, an amendment to the Income Tax Act, is 
not an exemption from capital gains tax. Gains will be 
taxed in the hands of the children or grandchildren on 
any subsequent sale of the shares unless the subsequent 
sale qualifies for rollover treatment. 

The deferral applies to shares of Canadian-controlled 
private corporations which are engaged in active business 
operations. Qualifying small businesses will be those 
whose property consists substantially of assets used ina 
manufacturing, processing, mining, logging, farming, fish- 
ing, construction, wholesaling, retailing or other business 
that may be prescribed; or shares and debts of another 
small business corporation. 

The deferral will not apply to a service business, such 
as a firm rendering personal, administrative or profes- 
sional services. Nor will it apply to a business whose 
income is ‘‘passive’’, for example, consisting of real 
estate rentals or income from investment. 


Under existing law, the capital gains tax arising on the 
death of an individual may be paid in equal instalments 
over a six-year period. The amendments extend this 
period to 10 years. 

Important tax relief for the small businessman will be 
provided by new amendments to the Income Tax Act 
allowing much broader deductions for capital losses. 

Allowable capital losses on shares or debts of Cana- 
dian-controlled private corporations will be deductible for 
tax purposes against income from any source. The 
change will apply to losses incurred after 1977. 

If the loss exceeds income in the year it occurs, the 
balance may be carried back against income of the pre- 
vious year or forward against income for the next five 
years, in the same way as business losses under the pres- 
ent Act. 

The new rules will apply to both corporations and indi- 
viduals. 

At present, a corporation may deduct allowable capital 
losses only from taxable capital gains. Such losses that 
are not deductible currently may be carried back one year 
and forward indefinitely but may offset only taxable capi- 
tal gains in the carryover period. The same rules currently 
apply to individuals except that $2,000 of allowable losses 
may be offset against any other income. 

The new provision will create a category known as 
“allowable business investment loss,” which will be 
incorporated into the current definition of a ‘“‘non-capital 
loss’’. 
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New Small Business Policy 


Recognizing the importance of small business to the 
overall strength of Canada’s economy, the Minister for 
Small Business has introduced a new business policy 
which will include: 

Relief from federal sales tax for all business manufac- 
turers with sales of less than $50,000 annually, which will 
affect 11,000 manufacturers, or 20 per cent of all current 
licencees. This will cost the federal government some $30 
million. 

Reducing the paperburden on smaller firms by having 
thousands of firms who file monthly returns now file bi- 
monthly or quarterly returns for federal sales and excise 
taxes. This will mean that approximately one half of 
Canada’s small business manufacturers will find their 
filing frequency reduced. 

Authority will be established to permit small manufac- 
turers to purchase or import, without payment of tax, 
production machinery they use to manufacture their 
goods. 

To encourage even more sub-contracting to small firms, 
by large companies receiving federal government con- 
tracts, the Department of Supply and Services will require 
that each major supplier appoint a co-ordinating officer 
for all sub-contracts to small business. 


Mailing address: 

I.T.C. Newsletter 

Office of Information and Public Relations 
Department of Industry, Trade and Commerce 
235 Queen Street 

Ottawa, Ontario KIA OHS 


Minister: 

Jack H. Horner 

Minister of State for Small Business: 
Anthony C. Abbott 


Companies bidding on government contracts will be re- 
quested to include in their tenders a plan to sub-contract 
to small businesses. 

The Comptroller General will examine methods to 
speed up payment on government contracts. 

Substantive tax changes were jointly announced by the 
Minister of Finance and the Minister for Small Business. 
As well, Mr. Abbott has tabled in the House of Commons 
a discussion paper on equity financing. The paper demon- 
strates the federal government’s recognition of the need 
to support small business financing and it outlines alter- 
natives toward achieving that goal. 

To reduce the paperburden even further, Statistics 
Canada will relieve 265,000 businesses from reporting ina 
full scale census of merchandising firms. Also, six exist- 
ing Statistics Canada questionnaires and two Industry, 
Trade and Commerce questionnaires will be integrated 
into a single form. 

A bill to amend the Corporations and Labour Unions 
Return Act (CALURA) has had second reading in the 
House of Commons. It will relieve 70,000 small busi- 
nesses from the filing of reports. 

A Small Business Intern Program has committed $5.4 
million toward creating 800 permanent jobs. Under the 
program, the federal government pays 50 per cent of the 
wages of a university or community college graduate 
hired by a small business during the first year, toa 
maximum of $675.00 per month. 

A national sourcing list will be prepared and maintained 
by Industry, Trade and Commerce. It will assist small- and 
medium-sized businesses to market their products by 
identifying market opportunities. 


ë ee Government Gouvernement 
of Canada du Canada 
Industry, Trade Industrie 


and Commerce et Commerce 
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